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Tax
Literature
Book Review
COMPANY TAX SYSTEMS
Edited by John G. H~ad ~d
Richard Krever
(Australian Tax Research Foundation Conference
Series No. 18r 1997)

Reviewed by Reuven. S. Avi-'Yi>nak, an assistant professor of law flt :Harvard Law Sclwol.
Mr. Avi-Yonah would like to thank Al Warreti for
his helpful comments 6n ~his re,view.

C

omparative taxation is a fascinating and frustrating subject. It is fascinating because,
through the lens of tax law, one can observe how
countries with very different historical and cultural
traditions have grappled with similar problems and
have reached solutions that have both common and
disparate elements. For example, countries that
start off with a schedular system for taxing different
categories of income end up with near global coverage (e.g., through a "miscellaneous" schedule), and
countries that adopt a global system introduce
schedular elements (such as the U.S. treatment of
capital gains and losses). Another example is the convergence between countries that start off with worldwide taxing jurisdiction and countries that begin
with an exemption system: they both tend to tax passive income earned abroad while exempting foreignsource active income. But at the level of detail, each
country's approach remains influenced by the assumptions under which it began.
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The exercise is frustrating because the knowledge
level that any single individual can attain of more
than one tax system is limited; ultimately, we all tend
to know the details of only one system, the one we are
subject to, and our knowledge ofother systems (ifonly
because of linguistic constraints) tends to be more
superficial. But a deep understanding of each system
is a prerequisite for making adequate comparisons.
Given this situation, there are two possible solutions for writing a book on comparative taxation, neither of which is completely satisfactory. The first
solution is the one adopted, for example, by Hugh
Ault in his recent book Comparative Income 'lbxation:
A Structural Analysis (Kluwer, 1997). Ault relies on
the work of nine country analysts in describing the
tax systems of nine developed countries (Australia,
Canada, France, Germany, Japan, the Netherlands,
Sweden, the United Kingdom, and the United
States). However, the text of the book is clearly the
product of a single person weaving the exposition into
a single, continuous text. The result is an extremely
high-level overview of the solutions adopted in each
country to a wide range of problems. The comparative
element is explicit throughout, and enables the
reader to observe directly the similarities and differences in the solutions reached in each country to
common problems in income taxation. The drawback
of this approach, however, is that each country's approach can only be described in a highly summarized
fashion, and a lot of the detail that makes the comparison interesting gets lost.
The other possibility is to forgo breadth by focusing
on a single problem or set of problems and to go
deeper by devoting a whole chapter to each country's
approach to the problem. This is the approach adopted by John Head and Richard Krever in their outJuly 7, 1997 •
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standing new book entitled Company Tux Systems.
Despite the title, the book focuses almost entirely on
one problem in corporate taxation, albeit arguably
the most important one: the relation of the corporate
and shareholder level tax. Thus, other fascinating
issues that are covered in Ault's book, such as the
extent to which tax-free incorporations or reorganizations are allowed, are left out. Moreover, with the
exception of two introductory chapters and three concluding policy-oriented chapters, the bulk of the book
is devoted to in-depth description ofintegration in the
United States, Canada, Australia, the United Kingdom, and Scandinavia. As a result, the book achieves
a depth of analysis not possible in any other way, but
there is less explicit comparison of various systems,
and each chapter devoted to a given country stands
on its own. Thus, the contributions of Ault and Head
and Krever each enrich our understanding of comparative taxation in different ways.

Tlie book focuses almost entirely
on the most important problem
in corporate taxation: the
relation of the corporate and
sharehol,der levels of tax.
The book opens with an overview by John Head of
the principal policy issues involved in determining
whether the corporate and shareholder levels of tax
should be integrated, or, as in the so-called "classical"
systems (like the United States), remain separate.
Head surveys the various policy arguments for and
against integration, and in particular the debate between the so-called "traditional" and "new" views of
the corporate tax. In general, according to the "new"
view the corporate tax (including any tax on distributions) is capitalized in the price of shares, and therefore taxing corporate profits twice (when earned by
the corporation and when distributed) does not lead
to a bias against investing in corporations, as posited
by the traditional view. However, the empirical evidence does not support the new view, and some of its
assumptions (e.g., that all distributions will be taxed)
are unrealistic. Thus, Head concludes that the policy
case in favor of integration remains strong.
Sijbren Cnossen follows with an overview of the
corporate tax regime in OECD member countries.
With the exception of the Netherlands, Switzerland,
Turkey, and the United States, all other OECD members have some form of integration of the corporate
and shareholder level tax. The most common form of
integration is imputation, i.e., granting shareholders
a credit against their tax liability for taxes paid by
the corporation (nine countries). Three countries
grant shareholders a credit without regard to
whether corporate tax has in fact been paid (i.e.,
corporate-level preferences are passed through to
shareholders). Ten countries apply a special, lower
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tax rate to dividend income, ranging from complete
exclusion (Greece) to 50 percent of the personal tax
rate (Luxembourg). Only one country (Iceland) employs a deduction for dividends paid as a method of
integration, although two (Hungary and Germany)
have a different rate for distributed corporate income.
No country treats corporations as passthrough entities.
The next six chapters cover in detail the topic of
integration in the United States, Canada, Australia,
the United Kingdom, and Scandinavia. The U.S.
chapter is the least interesting, because it merely
summarizes the Treasury report on integration from
1992, with little by way of policy analysis or recommendations. The Canadian and Australian chapters
are in-depth analyses of how the particular history of
each country shaped the decision to allow passthrough of preferences (i.e., more than full elimination of the double tax burden) in Canada and deny it
in Australia through a complex but well-designed
tracking mechanism. The Scandinavian chapter offers an intriguing glimpse into the "dual income tax,"
under which capital income is taxed at a uniform,
lower rate than labor income because of the problems
associated with its increased mobility and international competition.
The final three chapters are the most interesting
from a tax policy perspective. George Zodrow discusses the corporate cash flow tax (i.e., a tax in which
all capital expenditures are deducted currently) as a
way to achieve integration in the United States by
effectively eliminating the corporate tax on new investment (since the normal income from an investment that is expensed is taxed at an effective rate of
zero). While the idea is intriguing, Zodrow omits discussion of its implications for international capital
flows, which have been discussed extensively in the
context of the consumption vs. income tax debate. It
seems unlikely that the United States will adopt a tax
regime that taxes inbound direct investment at an
effective rate of zero; as Head observes in the first
chapter, maintaining a positive tax on inbound foreign direct investment is a major reason why countries choose to have a corporate tax in the first place.
Graeme Cooper's chapter is an intriguing analysis
of how the decision to adopt an integrated tax regime
can improve corporate tax compliance. In principle, if
any tax avoided at the corporate level merely results
in a higher tax at the shareholder level (as it would
in an imputation system that does not allow passthrough of preferences, as in Australia), the incentive
to avoid corporate-level taxes is reduced. However,
Cooper does not discuss whether corporate managers
typically would care about shareholder-level taxation;
if they do not, the force of his analysis is weakened.
The best chapter in the book is Alex Easson's discussion of"CompanyTax Reform and the Inter-Nation Allocation ofTax Jurisdiction." This is a significant advance
in our thinking about incorporating integration into the
Tax Notes International
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international tax regime. Fundamentally, the problem of integration is that the international tax regime
is built on a fundamental compromise, reached in the
1920s, that allocates the right to tax active income
(over the permanent establishment threshold) ,to the
source country, while the right to tax passive income
(except for a low withholding tax) is allocated to the
residence country. This regime fits a classical system
of taxing corporations, because the corporate-level
tax is paid to the source country while the tax on
dividends is paid to the residence country. However,
if one wishes to adopt integration and eliminate the
double tax, one of the two tax levels has to go.
In practice, what frequently happens is that countries that adopt imputation regimes do not extend
credits to foreign shareholders, while the residence
countries of those shareholders does not grant credit
for taxes paid by foreign corporations, so that a classical
system is maintained for international investors.
This, as Al Warren has pointed out, is unsatisfactory
and leads to distortions in the allocation of investment (because, for example, shareholders prefer to
invest domestically if they get imputation credits that
way that are denied for investments abroad). In addition, complex transaction structures are devised to
avoid this problem, such as stapled shares (in the
U.S.-U.K Smith Kline Beecham deal and others).

deviates from the ideal of taxing all income alike and
gearing the ultimate tax rate on corporate income to
the shareholder's circumstances.Nevertheless, many
countries have some form of partial dividend exclusion. Perhaps one possibility to mitigate the problem
would be "exemption with progression," i.e., to exclude the dividends and yet include them for purposes
of determining the tax rate applied to other income.

It is hoped that similar books
can be produced to cover other
areas of taxation in depth from
a comparative perspective.

AB between the source and residence countries, the
international consensus suggests that the residence
country should yield its claims, granting the source
country the first "bite" at the tax pie through an
exemption or foreign tax credit. In the integration
context, this suggests that a dividend deduction
method, or any other method that eliminates the
corporate level tax (such as Zodrow's cash flow tax, or
full passthrough treatment), is unacceptable, and indeed almost no OECD member has adopted such a
method. This also suggests that countries with imputation regimes are correct in not extending them to
foreign shareholders.

The most common method of integration, as indicated above, is imputation, and it is here that Easson
makes a significant contribution to the discussion by
suggesting that instead of the source country granting a credit to foreign shareholders (which is very
rare), the residence country should grant a credit for
the corporate tax paid to the source country, to the
extent a similar credit is given for taxes paid by domestic corporations. This idea is appealing because it
merely extends the notion of the indirect foreign tax
credit to portfolio investors, and because it eliminates
the distortion at the expense of the residence country.
The basic problem would be getting the requisite
information, but at least among OECD members, this
could be achieved through the information exchange
provisions of tax treaties (all OECD members have
treaties with all other OECD members). Given that
such shareholder level credits are the most common
form of integration, and that such a regime can be
applied unilaterally by the residence country, this
seems like a very sensible solution. It remains to be
seen, however, whether countries would be willing to
forgo the subsidy to domestic investment inherent in
granting credits only for investing in domestic corporations.

The other two possible methods for achieving integration, dividend exclusion or imputation, can be adjusted to fit the international tax regime. Dividend
exclusion is acceptable because it eliminates the tax
for the residence country. However, dividend exclusion is problematic as a domestic matter because it

In general, this is an excellent book, which repays
close study by anyone interested in corporate taxation and the integration problem. It is to be hoped
that other volumes of this kind can be produced to
cover other areas of taxation in depth from a comparative perspective.
♦
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